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USING ACCOUNTING DATA TO ESTIMATE 
A FIRM'S CREDIT-ADJUSTED RISK-FREE 
RATE
By L in d se y  Lee, C P A /A B V , ASA, CFA
The credit-adjusted risk-free rate 
(CARFR) is a firm ’s in terest rate 
based on its credit standing. A firm’s 
CARFR is equal to the sum of the 
risk-free rate plus an adjustment for 
the firm’s credit standing. The risk­
free rate is the interest rate on risk­
free securities with maturity dates 
coinciding with the expected timing 
of the cash flows underlying the liabil­
ity. A ccording to the Financial 
Accounting Standards Board (FASB), 
zero-coupon U.S. Treasury securities 
are the best example of risk-free secu­
rities in the United States.
The adjustment for credit standing 
measures the risk that a company will 
default on its debt. Such adjustment 
should take into account all items that 
would affect the underlying cash 
flows, such as loan terms, collateral, 
and existing guarantees. Many tech­
niques are available to estimate an 
adjustment for risk or credit standing, 
such as m atrix pricing, option- 
adjusted spread models, and funda­
mental analysis.1 The FASB recognizes 
that, in many cases, a reliable estimate 
of the market risk premium may not 
be obtainable. Based on my experi­
ence, the Altman EM-Score model 
provides one of the most effective and 
efficient m ethods to determ ine a 
firm’s credit standing. The following 
article presents the underlying princi­
ples in using present-value techniques
to measure the value of liabilities, dis­
cusses m ethods described by the 
FASB for de term in ing  a firm ’s 
CARFR, describes techniques to esti­
mate a firm’s credit standing, and pre­
sents an example of using Altman 
EM-Score to determ ine a firm ’s 
CARFR.
UNDERLYING PRINCIPLES OF USING 
PRESENT-VALUE TECHNIQUES TO MEASURE 
LIABILITIES
Currently, two FASB Statements of 
Financial Accounting Standards refer 
to using a credit-adjusted risk-free 
rate. FASB Statement No. 143, Asset 
Retirement Obligations, prescribes the 
policies for recognizing and measur­
ing liabilities for an asset retirement 
obligation and the associated retire­
ment costs. FASB Statement No. 146, 
Accounting for Costs Associated with Exit 
or Disposal Activities, sets the standards 
to recognize and measure the liability 
for costs associated with an exit or dis­
posal activity. A proposed financial 
accounting standard, Exposure Draft 
1201-100, Proposed Statement of Finan­
cial Accounting Standards Fair Value 
Standards (ED 1201-100), also refers 
to using the credit-adjusted risk-free 
rate and describes its properties.
Both standards require a firm ’s 
CARFR to be used when the expected 
cash-flow approach2 is used to mea­
sure a liability’s fair value. The
1 FASB Statement of Financial Accounting Concepts No. 7, paragraph 62.
2 Also referred to as the expected present value technique.
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expected cash-flow approach mea­
sures value by discounting expected 
cash flows rather than estimated cash 
flows. Expected cash flows are the 
probability-weighted average of a 
range of possible estim ated cash 
flows. In contrast, estimated cash 
flows are the single most likely set of 
cash flows.
Both FASB Statements No. 143 
and No. 146 allow e ith e r the 
expected cash-flow approach or the 
traditional approach3 to measure a 
liability’s fair value. However, both 
Statements express a preference for 
the expected cash-flow approach. 
Regardless of which present value 
approach is used to measure a liabil­
ity’s fair value, both require a firm to 
use the CARFR to measure changes 
in the liability due to the passage of 
time.
FASB S tatem ent of F inancial 
Accounting Concepts No. 7, Using 
Cash Flow Information and Present 
Value in Accounting Measurements, pro­
vides the conceptual framework for 
using present-value techniques in 
accounting  m easurem ents. The 
Statement addresses only measure­
m ent issues, not reporting issues. 
Although it does not specifically 
refer to using CARFR, it does discuss 
the effect that an en tity ’s credit 
standing has when using present- 
value techniques to measure liabili­
ties.4 In an illustration of adjusting
the discount rate for a firm’s credit 
standing, FASB Concepts Statement 
No. 7 acknowledges that adjustments 
for default risk can be reflected  
either in the discount rate or the 
estim ated cash flows.5 The FASB 
believes it is easier and less complex 
to reflect the adjustment for default 
risk in the discount rate instead of 
the expected cash flows. To avoid 
double counting the effect of default 
risk, discount rates should reflect 
assumptions about default that are 
not included in assumptions regard­
ing cash flows.6
ESTIMATING A FIRM'S CREDIT-ADJUSTED 
RISK-FREE RATE
The most effective method to deter­
mine a firm’s CARFR is to observe 
the interest rate of a similar liability. 
However, it is highly unlikely that 
one can identify such a liability. In 
order for a liability to be considered 
similar to the liability being mea­
sured, the observed liability must 
meet the following criteria:
1. The observed liability’s cash flows 
are similar to those of the liability 
being measured.
2. The borrower has a financial pro­
file similar to that of the issuer.
If a comparable liability cannot be 
identified, the yield corporate bonds 
with comparable credit ratings as the 
issuer and similar term as the liability 
being m easured  can be used as
proxy for a firm’s CARFR.7 In such a 
case, the adjustm ent for a firm ’s 
credit standing is the average spread 
for bonds with the same term as the 
liability being m easured and with 
similar credit ratings as the com­
pany.
One of the best indicators of a 
company’s credit standing is its bond 
rating. Many companies, however, 
do not have debt rated by an inde­
pendent ratings agency. As a proxy 
for a credit rating, an analyst can 
derive a synthetic credit rating for 
the company. A synthetic rating is an 
estimate of the rating that would be 
assigned to a firm ’s bonds if such 
bonds were ra ted  by a ratings 
agency. Synthetic credit ratings use 
financial ratios to estimate the credit 
rating that would be assigned to a 
company. By examining financial 
characteristics shared by firms within 
each ratings class, the most likely 
credit rating for a company can be 
determ ined. With the company’s 
synthetic credit rating, an analyst can 
determine the spread to apply to the 
risk-free rate  to de te rm ine  the 
entity’s CARFR.
The interest coverage ratio8 is one 
of the most effective ratios to esti­
mate a firm’s synthetic credit rating. 
This method is described in Invest­
ment Valuation by Dr. Aswath 
Damodaran. Although very easy to 
apply, a single financial ratio may
3 When using the traditional approach to measure fair value, estimated cash flows are discounted at a “rate commensurate with the risk.”
4 FASB Concepts No. 7, paragraphs 78-88.
5 See Financial Accounting Standard No. 143, paragraph A21 describing FASB Concepts No. 7, Appendix A.
6 Exposure Draft 1201-100, Proposed Statement of Financial Accounting Standards Fair Value Standards, paragraph A.3.c.
7 See FASB Concepts No. 7, paragraph 118.
8 Interest Coverage ratio = Earnings before Interest and Taxes ÷ Interest Expense.
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Table 1: Altman EM-Scores and 
Bond Ratings
Average
EM-Score
Bond
Rating
Average
EM-Score
Bond
Rating
8.15 AAA 5.25 BB+
7.60 AA+ 4.95 BB
7.30 AA 4.75 BB-
7.00 A A - 4.50 B+
6.85 A+ 4.15 B
6.65 A 3.75 B -
6.40 A - 3.20 CCC+
6.25 BBB+ 2.50 CCC
5.85 BBB 1.75 CCC-
5.65 BBB- 0.00 D
Source: Edward I. Altman, Predicting Finan­
cial Distress o f Companies: Revisiting the 
Z-Score and Zeta® Models, July 2 0 0 0 , 
h ttp ://p a g es .s te rn .n yu .ed u /~ ea ltm an /
Zscores.pdf
not be the most reliable method to 
estimate a firm’s credit rating. Ana­
lysts for credit ratings agencies rely 
on a much larger number of finan­
cial ratios to analyze a company’s 
financial position and assign a credit
Table 2: Reuters Corporate Spreads for 
Industrials (June 1 9 ,  2 0 0 5 )
Aaa/AAA 5 10 15 20 25 30 56
Aal/AA+ 10 15 20 30 35 40 65
Aa2/AA 15 25 30 35 44 50 70
Aa3/AA— 20 30 35 45 52 61 81
A1/A+ 25 35 40 50 55 67 88
A2/A 35 44 55 60 65 75 93
A 3 /A - 45 59 68 75 80 94 120
Baal/BBB+ 55 65 80 90 94 110 135
Baa2/BBB 60 75 100 105 112 129 155
Baa3/BBB— 75 90 110 115 124 152 185
Bal/BB+ 115 125 145 180 190 225 255
Ba2/BB 140 185 215 225 230 285 350
Ba3/BB- 165 205 235 255 260 310 375
B1/B+ 190 215 250 260 285 370 400
B2/B 215 220 260 300 315 375 450
B 3 /B - 265 310 350 400 435 480 525
Caa/CCC 1125 1225 1250 1200 1200 1275 1400
= Altman EM-Score
Table 1 presents the 
average Altman EM- 
Source: www.bonds-online.com /asp/corp/spreadbank.htm l Score by each S&P rat-
rating. For a more dependable esti­
mate of a firm’s credit standing, an 
analyst should rely on a model that 
uses multiple financial ratios.
THE ALTMAN EM-SCORE
The Altman EM-Score is one of the 
most recognized methods to estimate 
a firm’s credit rating using multiple 
financial ratios. The Altman EM- 
Score is a derivative of the Altman Z- 
score, one of the best known bank­
ruptcy prediction models. The model 
takes into account cash flow, operat­
ing earnings, liquidity, and debt to 
score a company’s financial strength. 
Initially, Dr. Altman developed the 
Altman Z-Score to predict the proba­
bility of bankruptcy in publicly 
traded manufacturing firms. Since 
then, Dr. Altman has developed addi­
tional bankruptcy prediction models 
for service companies and privately 
held businesses.9 Dr. Edward Altman 
presented the first form of the Alt­
man Z-Score in the late 1960s.
Currently, there are three forms 
of the Altman Z-Score. 
The Altman EM-Score is 
based on the most 
recen tly  developed 
form , the A ltm an Z”- 
model. The Altman Z”- 
Model uses four finan­
cial ratios to predict the 
probability of default for 
m anufactu rers , n o n ­
m anufacturer industri­
als, and emerging mar­
ket credits. The table 
below p resen ts  the 
m ethod to calculate a 
firm’s Altman EM-Score 
(Constant)3.25
+ 6.56*
+ 3.26*
+ 6.72*
+ 1.05*
(Working Capital/Total Assets) 
(Retained Earnings/Total Assets) 
(EBIT/Total Assets)
(Book Value of Equity/Total Liabilities)
ings class. Based on this table, a com­
pany with an Altman EM-Score of 
6.70 would have a synthetic credit 
rating of A.
Table 2 presents the average 
spread for industrial corporate bonds 
by rating and term. Cross-referencing 
to this table, the spread for a bond 
maturing in three years issued by a 
company with a current credit rating 
of A would be 0.44 percent.
EXAMPLE
Your firm has been engaged to audit 
a manufacturing company. At the 
beginning of the year, the client 
closed a manufacturing line because 
of a change in strategy. At that time, 
there was a remaining life of three 
years on the lease of equipment used 
to manufacture the line, with annual 
lease paym ents of $425,000. As 
required  by FASB Statem ent No. 
146, the client recorded a liability for 
the costs associated with closing the 
line. The clien t used a credit- 
adjusted risk-free rate of 6.00% to 
discount the remaining cash flows 
under the operating lease.
The manager leading the audit 
has asked you whether the client’s 
credit-adjusted risk-free rate is rea­
sonable. The manager has provided 
you with the following information 
about the company’s financial posi­
tion when it closed the facility.
Table 3 on page 4 presents the 
client company’s financial informa­
tion as of the end of the previous 
year, which is used to calculate the 
company’s EM-Score.
Your first step is to determine the 
risk-free rate for three-year U.S.
Treasury securi­
ties a round  the 
date the c lien t 
closed the facility. 
D uring January
______________ 2004, the average
in te rest rate  on 
three-year constant maturity treasury 
securities was 2.27%.
The next step is to estimate the
A detailed discussion of the Altman Z-Score can be found in Gregory J. Eidleman, “Z Scores—A Guide to Failure Prediction,” The CPA Journal, February 1995. 
www.nysscpa.org/cpajoum al/old/16641866.htm.
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com pany’s credit rating. As p re­
sented in Table 4 below, the Altman 
EM-Score for the client company is 
3.80. Referring to Table 1, a com­
pany with an Altman EM-Score of 
3.80 would have a bond rating of B-.
C ross-referencing to Table 2, 
bonds with a term of three years that 
are rated B- have an average spread 
of 350 basis points. Adding the 350- 
basis-point spread to the risk-free 
rate of 2.27% results in the client 
company having an estimated credit- 
adjusted risk-free rate on a three-year 
liability of 5.77%.
Comparing the results of the analy­
sis to the client’s assumed credit- 
adjusted risk-free rate of 6.0%, the 
CARFR selected by the client is .23% 
higher than the one estimated using 
the client’s Altman EM-Score. Based 
on this analysis, it appears the client’s 
estimated CARFR may be reasonable.
CONCLUSION
The credit-adjusted risk-free rate rep­
resents a firm’s interest rate based 
on its credit standing. As applied 
under FASB Statements No. 143 and 
No. 146, the CARFR is used to mea­
sure the fair value of certain liabili­
ties and the in terest expense to 
charge to those liabilities.
The best source of a company’s 
CARFR is the interest rate charged 
on a similar liability of a company 
with a similar credit standing as the 
issuer. Finding such an observation 
is highly unlikely. The next best 
source is the interest rate of corpo­
rate bonds with ratings similar to the 
company and with a similar term as 
the liability being measured.
Most com panies do no t have 
rated debt. For such a company, the 
analyst can calculate the issuer’s “syn­
thetic rating.” Synthetic ratings are 
estimates of a company’s credit rat­
ing based on analysis of one or more 
financial ratios. Synthetic ratings are 
derived by analyzing the correlation 
between financial ratios and bond 
ratings.
This article has identified two 
methods to determine a company’s 
synthetic bond rating which in turn 
is used to estimate the company’s 
credit-adjusted risk-free rate. Both 
m ethods—the in terest coverage 
ratio method and the Altman EM- 
Score method—rely on a company’s 
accounting data to develop the syn­
thetic bond rating and the credit 
adjustment to apply to the risk-free 
rate. The interest coverage ratio is 
simple to use. It requires only two 
pieces of data, namely, earnings 
before interest and taxes and inter­
est expense.
The simplicity of 
the interest coverage 
ratio m ethod is also 
its limitation. Relying 
on only one financial 
ratio  does not take 
in to  account o ther 
information about a 
company’s financial 
position. The Altman 
EM-Score m ethod 
allows the analyst to 
consider four finan­
cial ratios that reflect the overall 
financial strength of the company.
This article presents an example 
using the  A ltm an EM-Score to 
determ ine a company’s synthetic 
credit rating. The synthetic credit 
rating is then used to determ ine 
the spread for bonds with similar 
credit ratings as the company’s syn­
thetic  rating. This spread is the 
ad justm ent to the risk-free rate 
described  for an en tity ’s cred it 
standing  to calculate the firm ’s 
CARFR. The risk-free rate is usually 
the rate on U.S. Treasury securities 
with the same term as the liability 
in question. The sum of the spread 
and the risk-free rate is the CARFR. 
Many valuation specialists use this 
method to determine a firm’s pre­
tax cost of debt. The process can be 
used by a company to determine its 
CARFR or by an auditor as a rea­
sonableness test.
Altman EM-Score
Table 3: Client Company 
Selected Financial Data
(In Thousands)
Year Ended 
12/31/200X
Statement of Income Data:
EBIT $5,981
12/31/200X
Balance Sheet Data:
Current Assets $32,556
Total Assets $52,352
Current Liabilities $17,854
Total Liabilities $17,922
Retained Earnings ($65,570)
Total Equity $34,430
Table 4: Client Company Altman EM-Score
Description Ratio Coefficient Product
Constant 3.25 3.25
Working Capital/Total Assets 0.2808 6.56 1.84
Retained Earnings/Total Assets (1.2525) 3.26 (4.08)
EBIT/Total Assets 0.1142 6.72 0.77
Total Equity/Total Liabilities 1.9211 1.05 2.02
3.80
Table 5: Client Company Credit- 
Adjusted Risk-Free Rate Based 
on Altman EM-Score
Credit Adjustment 3.50%
Risk-Free Rate 2.27%
Credit-Adjusted Risk-Free Rate 5.77%
It should be noted that the Alt­
man EM-Score method is not perfect 
at estimating a company’s bond rat­
ing. If such were the case, there 
would not be a need for the credit 
ratings agencies such as Standard & 
Poor’s, Moody’s and Fitch. However, 
it is widely used and accepted as a 
reasonable indicator of a company’s 
financial strength. Thus, the Altman 
EM-Score method provides a frame­
work for estim ating a com pany’s 
CARFR. Estimates developed using 
this method should be much more 
reliable than ones based solely upon 
judgment and guesswork.
10 The Federal Reserve Board provides historical data for interest rates of U.S. treasury securities at its Web site (www.federalreserve.gov/releases/hl5/data.htm.)
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IDENTIFYING AND MEASURING PERSONAL 
GOODWILL IN A PROFESSIONAL PRACTICE
Part II: Using the Single Period Capitalization Model 
By M a rk  O . D ie tr ic h ,  C P A /A B V
Author’s Note: This is Part II of an article published in the Spring 2005 issue of CPA Expert. Part II 
explains a single period capitalization model and summarizes the key tasks for the valuation analyst. 
Parts I  and II of this article build upon the concepts originally laid out in my earlier article, “Valuing 
Covenants Not-to-Compete in a Professional Practice, ” which appeared in the Summer 2000 issue of 
CPA Expert. That article contained a detailed quantitative model for such a valuation.
As noted in the footnotes to the dis­
counted  cash flow (DCF) model 
used in Part I of this article, it is very 
difficult to devise a weighted aver­
age cost of capital (WACC) for each 
asset category, allocate the cash flow 
to each category, and get a net pre­
sent value that agrees to the enter­
prise-level cash flow discounted to 
present value. Although a single 
period capitalization model is not 
appropriate for those circumstances 
in which the future growth rate is 
not the same for all years, it is much 
easier to use and understand.
In this example, which might be 
representative of an approach in 
many jurisdictions for marital disso­
Table 11-1: Calculation of WACC Cap Rate
Discount Rate
WACC
41.86%
Equity Only 
49.04%
Growth Rate 2.50% 2.50%
Capitalization Rate 39.36% 46.54%
FMV Percent Return Weighted
Debt 4.00% 30,000 24.49% 0.98%
Equity 46.54% 92,500 75.51% 35.14%
Cap Rate: Tangibles 122,500 100.00% 36.12%
Practice Intangibles 55,341 31.12% 46.54% 14.48%
Practice Tangibles 122,500 68.88% 36.12% 24.88%
Cap Rate— Weighted Average Cost of Capital 177,841 100.00% 39.36%
Debt 30,000 16.87% 4.00% 0.67%
Equity 147,841 83.13% 46.54% 38.69%
Cap Rate— Weighted Average Cost of Capital 177,841 100.00% 39.36%
1 Technically, it is the capitalization rate derived from the WACC, the latter being the discount rate.
lution purposes, the following data 
were used.
The WACC cap ra te 1 is based 
upon the fair market value (FMV) 
of the business enterprise. From 
the right-hand side of the bal­
ance sh e e t—d eb t and 
equity—the weighted average 
cap ra te  is based upon  
$30,000 of debt costing 4%, 
net of growth at 2.50%, with 
the  balance  of the  capital 
structure consisting of equity.
From the left-hand side of the
balance sheet, the weighted average 
cap rate is based upon the pre-tax 
cap rates applicable to tangibles 
and intangibles. The result must be
p o rtio n
the same in both cases, 
as shown below.
The capitalization of 
cash flows m ethod  
reflects all pre-tax cash 
earn ings in excess of 
reasonable com pensa­
tion capitalized at the 
cap rate derived from  
the WACC of 39.36%. 
The excess earn ings 
m ethod  capitalizes 
excess earnings on tan­
gibles at the ra tes  of 
return applicable to the 
portion  financed with 
debt, $30,000, and the 
f in an ced  with equity ,
,500. These may be based upon 
the actual balance sheet of the valu­
ation subject, or upon optimal mix
Table 11-2: Capitalization of Cash Flows
Normalized 2002 Earnings 460,000
Fair Market Earnings 390,000
Cash Flow After Reasonable Compensation 70,000
Capitalization Rate 39.36%
Business Enterprise Value 177,841
of d eb t and equity , d e p e n d in g  
upon the analyst’s assessment.
Note that the two methods pro­
duce exactly the same value. If used 
correctly, the WACC cap 
rate derived from either 
the left- or r igh t-hand  
side of the balance sheet 
when applied to all enter­
prise cash flows will yield 
the same value as the 
excess earnings method, 
which splits those cash 
flows in to  two com po­
nents.
The excess earn ings 
grow at a constant rate of 
2.50% in to  perpetu ity . 
Table II-4 values the non­
compete assuming that the 
probability of competition 
is 100%, as it may be in 
many valuations for mari-
5
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tai dissolution purposes. The Base 
Valuation reflects a DCF model with 
a uniform  growth rate of 2.50%. 
Note that this DCF produces exactly 
the same value as the capitalization 
of cash flows and capitalization of 
excess earnings method.2
The section of the table entitled 
“N oncom pete  V aluation-U sing  
WACC” values the cash flows attrib­
utable to the seller using the WACC 
of 41.86%. This is less than the cost 
of equity of 49.04% and, therefore, 
results in a higher value. Use of the 
WACC would be appropriate if the 
analyst concludes that the 
cash flows attributable to 
the seller are a uniform  
blend of enterprise level 
cash flows from both tangi­
bles and intangibles.
The section of the table 
entitled “Noncompete Val­
uation-Using Equity Dis­
coun t R ate” values the 
cash flows attributable to 
the seller using the equity 
discount rate of 49.04%, 
and results in a lower 
value. This would be 
appropriate if the analyst 
concludes that the cash 
flows attributable to the 
seller are limited to those 
associated with intangibles.
The value is identical to 
the value of intangibles 
previously de te rm ined .
This is due to the probability of com­
petition being 100%.
PROBABILITY OF COMPETITION
In addition to the factors discussed 
in the first part of this article, the 
analyst should consider how the 
noncompete is paid for. Payments 
are often made annually over the 
period of time that the covenant is in 
place as part of the inducement to 
the covenantor no t to com pete. 
Such a payment structure is likely to 
reduce the probability of competi­
tion.
Table 11-3: Capitalization of Excess Earnings
Normalized 2002 Earnings
Fair Market Earnings
Excess Earnings
Return on Practice Tangible Value: Debt Capital 30,000
Return on Practice Tangible Value: Equity Capital 92,500
4.00%
46.54%
Excess Earnings Attributable To Intangibles 
Capitalization Rate 
Practice Intangible Value 
Practice Tangibles 
Business Enterprise Value
In the example, the free cash flows attributable to the seller in Table II-4 are equal to the free cash flows attrib­
utable to Intangibles in Table II-3.
Table 11-4: Valuation of Noncompete
1 2 3 4 5 Terminal
Base Valuation, Constant Growth
Free Cash Flow 70,000 71,750 73,544 75,382 77,267 201,210
Present Value 177,841 49,344 35,653 25,761 18,613 13,449 35,021
Noncompete Valuation-Using WACC
% Profits Attributed To Seller 36.79% 36.79% 36.79% 36.79% 36.79% 36.79%
Free Cash Flow 25,754 26,397 27,057 27,734 28,427 74,027
PV Sellers Free Cash Flow 65,429 18,154 13,117 9,478 6,848 4,948 12,885
Probability of Competing 100.00% 100.00% 100.00% 100.00% 100.00% 100.00%
Present Value 65,429 18,154 13,117 9,478 6,848 4,948 12,885
Noncompete Valuation-Using Equity Discount Rate
Free Cash Flow-Sellers 25,754 26,397 27,057 27,734 28,427 62,613
PV Sellers Free Cash Flow 55,341 17,280 11,884 8,173 5,621 3,866 8,515
Probability of Competing 100.00% 100.00% 100.00% 100.00% 100.00% 100.00%
Present Value 55,341 17,280 11,884 8,173 5,621 3,866 8,515
KEY CONCLUSIONS
Personal goodwill is the asset that 
generates cash profits of the enter­
prise that are attributed to the busi­
ness generating characteristics of the 
individual and may include any prof­
its that would be lost if the individual 
was not present.
Tasks for the Analyst
• Identify which portions of cash 
flow are attributable directly to the 
individual’s characteristics and 
identify which cash flows attribut­
able to otherwise enterprise-level
122,500
460,000
390,000
70,000
(1,200)
(43,046)
25,754
46.54%
55,341
122,500
177,841
intangibles would be lost if the 
individual competed.
Have a clear understanding from 
legal counsel of the proper inter­
pretation of state law or precedent 
as to the value of a noncompete— 
and, therefore, the business itself. 
An unenforceable contract has lit­
tle if any value. Even enforceable 
agreements are subject to “the 
hazards of litigation.”3 Similarly, 
the analyst should read all con­
tracts between the valuation sub­
ject and its employees or others 
that may have a bearing on “who
2 Using end of period cash flows. It will not produce the same result if the mid-period convention is used, since that convention results in a higher value. 
3 A term of art used to explain why unwinnable cases are won and unlosable cases are lost.
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owns what” and obtain clarifica­
tion from counsel as appropriate.
• C onduct a p roper reasonable 
compensation analysis because an 
understa tem ent of reasonable 
com pensation will result in an 
overstatement of goodwill.
• Estimate the fair-market value of 
the three principal categories of 
assets included in business enter­
REORGANIZING IN RESPONSE TO
ACCOUNTING INDUSTRY ISSUES
Changes in professional standards and in government regulations have prompted some 
CPA firms to restructure. The response of one practitioner’s firm is the subject of the 
following interview conducted by Ronald L. Seigneur of Seigneur Gustafson Knight 
LLP, Lakewood, Colorado. Mr. Seigneur interviewed James Lloyd of the ValuePoint 
Consulting Group, based in Knoxville, Tennessee, which was formed by reorganizing 
two firms’ business valuation, forensic, and litigation services practices into one unit. 
Mr. Lloyd discusses the reasons and issues associated with the reorganization.
Ronald L. Seigneur (RLS): Recently, many 
practitioners have considered chang­
ing or have actually changed existing 
structures and relationships of their 
professional organizations. Much of 
this is in response to recent changes 
in ethics rules, such as Ethics Inter­
pretation No. 101-3, “Performance of 
Nonattest Services,” under Rule 101, 
Independence (AICPA, Professional 
Standards, vol. 2, ET sec. 101.05), 
( w w w .a ic p a .o rg /m e m b e rs /d iv /e th ic s / in tr_ 1 01- - 
3.htm) and related rules that focus on 
the independence of those providing 
attestation services. Since you’ve 
m ade some changes within your 
practice unit, it would be helpful for 
our fellow Accredited in Business Val­
uation (ABV) credential holders to 
have you provide some input about 
the reasons for the change and any 
associated issues.
First, tell us about the makeup— 
size, diversity of practice, etc.—of 
your business appraisal practice and 
your accounting firm.
James Lloyd (JL): McWilliams & Com­
pany, PLLC, is a full service CPA and 
business advisory firm located in
prise value (BEV): net working 
capital (NWC), fixed assets and 
intangible assets.
• Consider the need to value indi­
vidual intangible assets, such as 
workforce in place. Recognize 
that a portion of the value of the 
workforce in place could be 
attributable to the noncompete if 
the agreement contains a nonso­
Knoxville, Tennessee, with approxi­
mately 35 professionals. I’ve been a 
partner with the firm since 1997, and 
until the reorganization this past 
March, I managed our Business Valu­
ation and Litigation Services Group. 
For the past several years, I’ve spent 
approximately 50% of my time in 
business valuation (BV) and litiga­
tion services and the other 50% in 
tax and general business consulting. 
Our BV practice has traditionally 
been broad  based bu t heavily 
w eighted with litigation-related  
engagements.
RLS: How has your relationship to 
these other practitioners changed in 
terms of the legal form of business 
you operate under now versus the 
previous organization?
JL:On March 1, 2005, McWilliams & 
Company, PLLC and Pershing Yoak­
ley & Associates, P.C., another CPA 
and consulting firm also based in 
Knoxville, spun off each of their 
business valuation and related litiga­
tion consulting practice units into a 
new entity called ValuePoint Con­
licitation provision.
• Construct a joint probability table
to be certain that the sum of the 
probability of competing and not 
competing is exactly 100%.
Mark O. Dietrich, CPA/ABV, is with Dietrich 
and W ilson, PC, Fram ingham, M assachu­
setts. He is author of the 2 0 0 1 -2 0 0 2  Valua­
tion Guidebook and a co-author of PPC ’s 
Guide to Healthcare Consulting. He can be 
contacted at dietrich@cpa.net.
sulting Group, LLC. ValuePoint now 
provides the business valuation, 
forensic investigation, and related lit­
igation consulting services that were 
previously offered individually by the 
two accounting firms. Seven individ­
uals, three from Pershing Yoakley, 
and four from McWilliams & Com­
pany, make up ValuePoint’s initial 
team of professionals.
Our goal is to build a strong iden­
tity as specialists in business valua­
tion, forensic investigation, and 
related litigation consulting services 
and to market ourselves as such to 
business organizations and law firms. 
We think this approach will u lti­
mately give us a market advantage 
over some of our competitors who 
operate as part of a more general 
CPA firm environment.
RLS:What issues and concerns did 
you consider in conjunction with 
these changes?
JL: As you might imagine, structuring 
a joint venture such as this between 
two accounting firms, requires a 
great deal of planning. Many issues 
had to be addressed, such as firm 
culture, philosophy, resources, capa­
bilities, and confidentiality. Both 
accounting firms provide attest ser­
vices and therefore, the indepen­
dence issues related to Interpreta­
tion 101-3 are a concern. However, 
our goal in combining the two prac­
tice units was related more to posi­
tioning ourselves strategically for 
future growth and resource utiliza­
tion as opposed to addressing the 
independence limitations imposed 
under Interpretation 101-3. In fact,
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since ValuePoint is owned jointly by 
the two accounting firms, the sepa­
rate entity does not reduce the inde­
pendence issue with respect to either 
firm’s attest clients.
A nother im portan t issue was 
whether the two practice units would 
complement each other, which they 
did. McWilliams & Company’s BV 
and litigation services practice was 
broad based across many industries 
and concentrated in the Knoxville 
geographic market. Pershing Yoak­
ley, on the o th e r hand , has a 
national healthcare consulting prac­
tice and performed most of its busi­
ness valuation work for out-of-state 
healthcare clients. Therefore, we 
were not competing with each other 
very much before the reorganiza­
tion.
RLS:What unexpected hurdles or 
opportunities have you encountered 
since making the change?
JL: The most critical issue was getting 
the p a rtn e r groups from  both  
accounting firms to buy into the 
idea. Both firms had to be convinced 
that com bining the two separate 
practice units was in their best inter­
ests. We analyzed the financial 
aspects and approached our deci-
In  the KNOW
IBBOTSON'S INDUSTRY 
RISK PREMIUMS ARE 
BASED ON BETAS
By Jam es R. H itc h n e r ,  C P A /A B V , ASA
Did you know that Ibbotson’s indus­
try risk premiums (RPi) are based on 
betas? Let’s take a look. In Ibbotson’s 
Associates 2005 SBBI Valuation Edi­
tion Yearbook, the formula for RPi is: 
RPi = (RIi  x  ERP) -ERP  
Where
RPi = Risk premium for the industry
sion as if we were assisting a client. 
Our conclusion was that we could 
grow the p ractice m uch faster, 
achieve b e tte r  u tilization  of 
resources, provide our staff with 
more opportunities, and develop 
better branding as specialists by com­
bining the two practice units into a 
single firm.
We invested a lot of planning 
time well in advance of pulling the 
trigger. As a result, the transition was 
very smooth.
RLS: What advice would you offer to 
others who might be considering 
similar moves?
JL: Combining resources into a larger 
practice can provide opportunities 
for working on more challenging 
and profitable assignments. In addi­
tion, a larger firm environment will 
norm ally build  goodwill faster 
because the firm is less dependent on 
one or a few key individuals. Before 
making the decision to combine your 
practice, however, make sure that 
your philosophy, goals, and resources 
m atch those of your an ticipated  
future business partner. In the end, 
there is no substitute for planning. 
RLS: As a side note, you said earlier
RIi = Risk index for the industry 
ERP = Equity risk premium for the mar­
ket or RPm
If we insert RPi into the build-up 
model (BUM), and, for this illustra­
tion only, ignore the size premium 
(RPs) and specific company risk 
(RPu), we get the following formula:
ke = R f + RPm + RPi 
Where
ke = Equity discount rate 
R f = Riskfree rate of return
Inserting the formula for RPi into 
the BUM yields the following:
ke = R f  + RPm + (RIi x RPm) -  RPm, 
which converts to 
ke = Rf+ RIi(RPm)
Let’s look at the formula for the 
Capital Asset Pricing Model 
(CAPM):
that one of the objectives of “doing 
the dea l” was to “develop better 
branding as specialists?” What has 
helped you and your colleagues to 
achieve this branding?
JL: Having the ABV credential has 
been critically important in building 
our business valuation practice. The 
stringent education, testing, and 
experience requirements, along with 
AICPA backing, give the ABV cre­
dential holder instant credibility with 
clients and the courts.. Users of our 
services, such as law firms and busi­
ness owners, have become much 
more knowledgeable about specialty 
credentials. They know that a CPA 
who has earned the ABV credential 
will be prepared to meet their valua­
tion and related litigation support 
needs. Because of the current and 
expected future demand for individ­
uals qualified to provide these highly 
specialized services, I would encour­
age any CPA who has an interest in 
this area to start pursuing the ABV 
credential as soon as possible. Addi­
tional inform ation regarding the 
ABV creden tia l, includ ing  the 
requirements for obtaining it, are 
located in the ABV Handbook, which 
can be found on the AICPA’s new 
BV/FLS Web site http ://bvfls.a icpa.org . X
ke = R f  + B(RPm), where B = beta 
As such, RIi is similar or equal to
beta. Yes, the risk index for the indus­
try is based on betas. As such, when 
relying on industry risk premiums in 
the build-up model, you are relying 
on a form of beta and CAPM analysis. 
Why is this important? There are 
practitioners who prefer the build-up 
m ethod over CAPM or m odified 
CAPM because they don’t believe in 
CAPM, d o n ’t believe in betas, or 
don’t believe that suitable betas exist. 
Well, as you can see above, the use of 
industry risk premiums means the 
use of betas, and this would be incon­
sistent with those beliefs. X
James R. Htichner, CPA/ABV, ASA, is with the 
Financial Valuation Group, Atlanta. He can be 
contacted at jhitchner@fvgintemational.com.
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A POOR GROWTH STRATEGY FOR 
CPA FIRMS: M&As
By W ill ia m  R eeb, CPA
Anticipating an imminent major reshuf­
fling of CPA firms, the AICPA Private 
Companies Practice Section (PCPS) 
launched an initiative to provide CPA 
firms with tools to help them deal success­
fully with firm transitions. The centerpiece 
of this initiative is a book by William 
Reeb, CPA, Building the Future: 
Securing a Succession Plan for Your 
Firm (New York: AICPA, 2005). In it, 
he offers comprehensive guidance about 
creating an infrastructure that helps firms 
organize their processes and policies, 
thereby increasing their value and ability 
to transition smoothly to new owners. In 
the following excerpt from the book, he dis­
cusses why choosing to increase firm rev­
enues by merging with or acquiring other 
firms may not be a good strategy.
Total revenues may be one of the 
single most significant factors in 
determining the value of a CPA firm. 
Obviously, many other factors have 
an impact on the final price of a 
firm, including the type of clients 
served, the skills of the employees, 
the likelihood of client retention, 
transition arrangem ents, and the 
quality of the fees, realization, utiliza­
tion, and so forth. The easiest way to 
improve the market value of your 
firm, however, is by managing and 
sustaining growth.
Some fundam en ta l concepts 
apply across the board to managing 
and sustaining growth. The first is 
that partners, principals, or share­
holders have the primary responsibil­
ity of managing all of the firm’s top 
client relationships. To address this 
critical responsibility adequately and 
to free up partner time to meet this 
responsibility, many mid-level client 
relationships should be pushed to 
the next-tier-down professional, typi­
cally, the managers in your firm.
Viewed from 30,000 feet, client 
management includes:
• C ontinuously upda ting  your 
understanding of each client’s 
current and future priorities.
• Identifying additional services 
that would benefit those clients.
• Managing the work perform ed 
for those clients.
• Billing and collecting fees.
• M aintaining client satisfaction 
with and loyalty to the firm.
In most firms, unfortunately, part­
ners get too caught up “doing client 
w ork” ra th e r  than  “working the 
client.” The most successful firms, 
however, embrace a general rule: As 
much as possible, the partners' j ob is to be 
at the clients’ offices managing those rela­
tionships. This usually means that 
partners split their time between 
maintaining client contact for busi­
ness developm ent purposes, per­
forming high-level for-fee advisory 
services, and managing and coordi­
nating  the various projects p e r­
formed throughout the year.
TEAMWORK AND TRANSITIONS
Many firms also take a team 
approach to m anaging their top 
clients. The primary reason for this 
duplication of effort is to improve 
client service and increase loyalty to 
the firm by having more than one 
contact person who is knowledgeable 
about the clients’ situation and pro­
jects. A secondary reason concerns 
transition; as partners with long-time 
client relationships retire, clients feel 
less abandoned if the retiring partner 
is only one of the relationships that 
have been nurtured.
Managing the firms’ client rela­
tionships is not a job  to “get to ” 
when the work queue is empty, 
although that is the approach that 
most firms follow. Instead, managing 
client relationships “is the jo b .” 
Working the queue should be very
low on the priority list.
The second strategic issue relates
to misplaced comfort. Most firms 
confront their objective to grow by 
defaulting to merger or acquisition. 
And yet, this is one of the most costly 
alternatives. Why? First of all, you pay 
roughly about 75 cents to a dollar for 
every dollar in revenue acquired. Sec­
ond, you buy a lot of clients you 
don’t really want or who don’t fit 
your client profile. Third, you inherit 
all of the bad billing practices, from 
fees to realization, of the other firm 
and its employees. Fourth, you take 
on a culture that, more often than 
not, is vastly different from yours. 
Fifth, you are apt to acquire a key 
partner or manager who is problem­
atic for the firm. Typically, firms are 
disrupted by the struggle that results 
for many years, often ending only 
when the troublesome personnel are 
run off. Sixth, you have to spend 
money to retrain the people in the 
acquired company to work with your 
technology, systems, processes, 
methodology, and so forth.
Buying or merging practices prob­
ably costs firms at least 1.5 times 
(and often twice) whatever they pay 
by the time the new organization 
matches the level of efficiency and 
effectiveness that existed before the 
purchase or merger—assuming that 
the com bined practices actually 
reach that synergistic point, which, 
in reality, too often, never occurs.
In my experience, the price of an 
acquisition or merger can get even 
higher than predicted above because 
of the number of firms that have to:
• Spin a small group out of the 
combined firm because the cul­
tural conflict is irresolvable.
• Over time, fire a sizeable percent­
age of the clients purchased  
because of incompatible fees or 
services.
• Fire, early retire, or make a special 
deal with a partner because of 
incompatibility with the combined 
firm’s attitudes and objectives.
• Fire, early retire, or make a spe­
cial deal to get rid of some of the
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talent who were highly valued on 
paper in the combination, but in 
reality, are too disruptive or unco­
operative to justify keeping.
I want to make it clear that I am
not bashing mergers or acquisitions. 
Many times, a merger or acquisition 
is the best strategy for growth. 
Rarely, however, should it be the 
default-business-development-strategy that 
it has come to be. I believe the rea­
son merger or acquisition has such 
prominence in our profession is the 
almost “mystical” nature of market­
ing. Since most CPAs grew up thriv­
ing in a technical environment, the 
workings of the sales, marketing, and 
business development side of busi­
ness seems foreign or unnatural to 
them. So, rather than try to under­
stand and leverage development, 
firms choose to all but avoid address­
ing these activities by buying another 
firm’s “magic” in this area.
THE PROBLEM
Let me add some perspective. 
Firms, on the strength of one or two 
business developers, can grow from 
a couple hundred thousand to sev­
eral m illion dollars in revenue. 
Firms using this approach, however, 
face a natural lim it because the 
growth engine rests on a couple of 
people (superstars). One or two 
people can have a huge impact on 
growth when firm  revenues are 
around $1 million because several 
hundred thousand dollars in new 
business is a significant increase. In 
contrast, as firms grow larger, the 
impact of these individuals declines.
As firms see their annual growth 
percentage continue to shrink, they 
often turn to the solution of bring­
ing in other superstars. These firms 
get caught up in the well-meaning 
but unrealistic dialogue between 
the business developers in the two 
firms. Business developers often 
con tend  tha t they could grow a 
business substantially if they just 
had enough support staff to do the 
work, as if staffing constraints was 
the only thing holding back the 
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firms. The problem  is that these 
people are less frustrated by lack of 
staff than they are by the dynamics 
of a circular scenario. Given the 
firm s’ client responsibilities, the 
firms will reach the natural limits of 
the am ount of business they can 
develop through the following pro­
gression:
1. The compensation system does 
not allow business developers to 
follow their own inclination to 
focus on business development 
without forfeiting the daily man­
agement of clients, which is their 
power base.
2. If the com pensation  can be 
addressed, these business devel­
opers then begin to recognize 
that most of their new business 
com es from  c lien t refe rra ls . 
Without the regular contact with 
clients that results from manag­
ing clien t work, they are less 
effective as business developers.3. 
Therefore, the business develop­
ers renew their focus of working 
the ir c lien t base and referral 
sources to develop m ore busi­
ness.
4 N evertheless, because o f the 
am oun t of tim e this process 
takes, the business developers 
quickly hit the natural limits of 
how m uch business they can 
actually develop.
My work with firms of all sizes 
a round  the country has made it 
clear that relying on a few individu­
als for your firm’s growth is a failing 
strategy as firms grow larger. And 
relying on a combination of firms to 
solve the growth problem often cre­
ates significant internal problems, 
higher costs, and lower profits and 
distributions for the partners. These 
are not the objectives that drove the 
idea of growth in the first place.
THE SOLUTION
The solution is to create a firm ­
wide m arketing engine, with all 
partners and managers assuming 
some responsibility for growth. This 
solution, however, is usually the
least often chosen. W hat is truly 
baffling is that a firm with $3 mil­
lion in revenue will not blink an 
eye about buying a $l-million firm 
(which will likely cost them at least 
$1.5 million or more for the rea­
sons I discussed above), even 
though that same firm probably has 
a m arketing budget of less than 
$75,000 per year. (According to a 
recent AICPA Private Companies 
Practice Section survey, the average 
m arketing  budget in CPA firms 
rarely exceeds $75,000.)
So, here is the question in a nut­
shell. Why is it that the same $3-mil­
lion firm identified above will not 
even consider committing to a $1- 
million marketing budget, spread 
out over several years, to organi­
cally grow (i.e., grow it themselves) 
$1 million in revenue? Under this 
model, the firm does not have the 
added obstacle of merging cultures, 
taking on bad clients, weeding out 
problematic partners, and so forth. 
And the best news of all is that the 
firm is developing a capability that 
it can reproduce over and over.
Many CPAs say, “We acquire  
other firms as much to gain access 
to their staff as to their clients.” But 
as an outsider who has been privi­
leged to sit in on many of the part­
ner meetings during the discussions 
regarding acquisition and merger, 
my observation is that firm growth 
almost always drives acquisitions 
deals. These deals are far m ore 
expensive than the alternative fun­
dam ental standard  opera ting  
processes th a t can be used to 
acquire  staff; exam ples include 
in te rn sh ip s  and rec ru itin g  p ro ­
grams. Business development and 
creating  m ore value in the firm 
should be the real driver of deals. X
W illiam Reeb, CPA, is a keynote speaker, 
author, trainer, coach, facilitator and man­
ag em en t co n su ltan t w ith  th e  CPA firm , 
W in te rs  &  R eeb , PLLC, A u s tin , T e x a s  
(w w w .b illreeb .com ). He is also author of 
S ta rt Consulting: How to W alk the Talk, 
pu b lis h ed  by th e  A IC P A  in th e  U n ite d  
S ta te s  and by th e  C e r t if ie d  G e n e ra l 
Accountants (CGA) in Canada.
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ESSENTIAL TOOLS FOR VALUATION
A review of Ibbotson Associates’2005 Stocks, Bonds, Bills and Inflation Yearbook: 
Valuation and Classic Editions
By C indy Eddins C o llie r, M HA, M SA, C P A /A B V ,
Mastering the concept of the rela­
tionship between risk and return is 
the most important and, for many, 
the most difficult challenge in busi­
ness valuation. In my opinion, the 
most im portant resources in this 
quest are the annual publications, 
the Stocks, Bonds, Bills, and Inflation® 
Valuation Edition Yearbook and the 
Stocks, Bonds, Bills, and Inflation Classic 
Edition Yearbook (the original SBBI® 
Yearbook) by Ibbotson Associates. 
These publications provide essential 
data critical to every valuation, and 
the ever-evolving nature of this infor­
mation makes them mandatory in 
every business valuation library. Not 
only do you need to own these books 
as essential references, but also you 
must read them each year cover to 
cover to know about developments in 
the markets and the economy, as well 
as breakthroughs in research in areas 
related to the cost of capital.
Both the 2005 Stocks, Bonds, Bills, 
and Inflation Valuation Edition Yearbook 
and the 2005 Stocks, Bonds, Bills, and 
Inflation Classic Edition Yearbook were 
released in March 2005, and I am 
delighted to share my thoughts about 
them with you. Ibbotson Associates 
has published the SBBI series for 
more than 25 years. The original 
SBBI Classic Edition Yearbook is based 
on the original work of Roger Ibbot­
son and Rex Sinquefield. The SBBI 
Valuation Edition Yearbook debuted in 
1999 authored by Michael Annin and 
Dominic Falaschetti. Over the years, 
many others contributed to the evolu­
tion of both books. James Licato is 
the Senior Editor of both 2005 year­
books.
The 2005 Classic Edition provides a 
history of the returns on the capital 
markets in the United States from 
1926 to the present. It contains total
CVA, CMPE, V a lu a tio n  S o lu tio n s  C o lum bus , Ohio
returns and index values for large 
and small company stocks, long-term 
corporate bonds, long- and interme­
diate-term government bonds, Trea­
sury bills and inflation. Growth and 
value data are presented from 1928 to 
the present, and international data 
are presented from 1970 to the pre­
sent. Historical market data are pre­
sented and discussed to document 
the history of security market returns 
and to reinforce the value of a long- 
run  perspective to your clients. 
Graphic presentation of the data facil­
itates understanding important finan­
cial concepts. A new chapter discusses 
Monte Carlo simulation as a tool to 
evaluate the probability that various 
investment outcomes may occur and 
to help explain risks in capital mar­
kets. Each year, my favorite chapter is 
Chapter 1, which includes an excel­
lent discussion of highlights of events 
in the markets in the past year and 
the past decade and their impact on 
the various markets.
The editorial team for the 2005 
Valuation Yearbook selected topics that 
they feel are relevant for people per­
forming discounted cash flow (DCF) 
analysis. Wherever possible, they sup­
port their conclusions with real data 
and provide examples for clarifica­
tion. And the content continues to 
evolve based on readers’ needs and 
available information regarding the 
markets. For example, 4-digit SIC 
codes have been added to the indus­
try risk premia table (Table 3-5). This 
edition also provides expanded cover­
age and analysis of the supply side 
equity risk premium. This alternative 
approach of calculating the equity risk 
premium was first introduced in the 
2004 Valuation Edition Yearbook. A table 
of historical estimates is now pre­
sented as well as graphs illustrating
the decomposition of the calculation.
OVERVIEW OF BUSINESS VALUATION
Ibbotson begins the Valuation Edition 
with an overview of business valua­
tion as a whole, and a brief discus­
sion of how the cost of capital fits 
into the business valuation process. 
The first chap ter deals with the 
incom e, m arket, and asset-based 
approaches to valuing a business. 
However, the focus of the SBBI con­
tinues to be on the development and 
application of discount rates under 
the income approach to valuation.
THE COST OF CAPITAL
The excellent introduction to the 
cost of capital includes an interesting 
look at historical returns for the 
major asset classes. Ibbotson dis­
cusses the buildup method for esti­
mating the equity cost of capital, as 
well as the CAPM method, the DCF 
m ethod, arbitrage pricing theory 
(APT) m ethod, and the Fama- 
French three-factor model method 
for determining cost of equity capi­
tal. The DCF model discussion also 
deals with the single-stage growth 
model (Gordon Growth Model) as 
well as multi-stage growth models.
Industry risk prem ia estimates 
through year-end 2004 are included 
by SIC code (2, 3 and 4 digits). 
Ibbotson now addresses about 500 
industry-specific risk premia for use 
in the buildup approach to valua­
tion. The number of companies is 
included for the industry prem ia 
estimates by SIC code. However, it is 
important that you investigate the 
underly ing  data  in m ore detail 
before using these estimates in your 
valuation models. In my opinion, 
this enhancem ent is in the early 
stages, and many questions remain 
unanswered at this time.
THE EQUITY RISK PREMIUM
The chapter on the Equity Risk Pre­
mium incorporates the discussion of 
historical market returns into a lively 
and exciting discussion on equity 
risk premia. Market benchmarks and
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risk-free rates are explained, as well 
as arithmetic versus geometric mean 
returns. These concepts are funda­
mental to business valuation. Ibbot­
son explains difficult concepts sim­
ply and concisely.
The concept of beta is introduced 
th rough  a sim ple, easy-to-follow 
description of regression statistics 
and beta, as well as beta adjustment 
methodologies. Levered and unlev­
ered betas are discussed. Commer­
cial beta sources are compared.
The 2005 SBBI Valuation Edition 
Yearbook is the prem ier source for 
size premium data. In an extensive 
discussion, the authors introduce 
appropriate calculation techniques 
and address criticisms head on. This 
chapter also examines the returns 
across the entire range of firm sizes.
The construction of the decile 
portfolios is outlined to provide an 
understanding of underlying data. 
Various aspects of firm size effect are 
discussed. Tables and charts empha­
size important concepts. Extensive 
analysis of the 10th decile is pre­
sented.
In addition, a discussion of the 
10th decile size prem ia data is 
included in this edition. For example, 
for the 10th decile of the 
NYSE/AMEX/NASDAQ, a table 
details the largest company’s name 
and recent company market capital­
ization, as well as the total number of 
companies and total market capital­
ization for all companies in deciles 
10a and 10b. For reference purposes, 
historical information on the number 
of companies for the XVSE/AMEX/ 
NASDAQ Decile 10 is provided for 
various points in time from 1926 
through 2004. Also provided are 
long-term returns in excess of CAPM 
estimation for decile portfolios of the 
NYSE/AMEX/NASDAQ, with the 
10th decile split into 10a and 10b for 
the period 1926-2004.
The question of whether size pre­
mia exist for a specific industry is
explored. The discussion of the size 
phenomena across industries by SIC 
code has been up d a ted  and 
expanded. This enhancement is also 
in the very early stages, and many 
questions remain unanswered. How­
ever, the analysis provides a basis for 
discussion of these issues.
INTERNATIONAL COST OF CAPITAL
The chapter on international cost of 
capital explores the challenges and 
potential solutions for determining 
international market cost of capital. 
Of a variety of models presented, 
Ibbotson concludes that, although 
all have flaws, at least one model pro­
duces a reasonable cost of equity esti­
mate for most countries.
Both 2005 SBBI Valuation Edition 
Yearbook and 2005 SBBI Classic Edi­
tion Yearbook provide data necessary 
for every valuation, and also provide 
annual updates to essential informa­
tion clearly, concisely, and well refer­
enced.
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